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The financials of all parts of the telecommlilll
cations industry will be transformed over the !II>X I

few years through a series of actions that \""1"

initiated by the passage of the Telecolll Act of IVlI,

Parts of the industry that are already cO!llpelJ 1 \',

will become Illore competitive, and sector~ I ha
have been !llonopolies are about to becollle 'ill

petitive as well Rt'glonal Bells (RBOCs) will e! tl"
long distance and equipment man\lfactllrin~ 111

creasing competition in each ofthesl'sectors. l'll1h

distance companies (lXCs), competitive a,', ps.

providers (CArs), cable companies (CAP <,

wireless playprs and others will t'nter the I [<

business (Iolal exchange companies, of wl'lcl
RBOCs are a ~1Jbset). Thus, the local lelpp!1IlI1'
monopoly Ivill turn into a competitive JrPIlJ ,\

the sanw time, wireless cable (I'vlMDS), dn'c

broadcast ~atpj Iitl' (DBS) and, ultimatel v, upgrade, I

telephone network~will bring increased com!,"!)

tion to cable-TV ,\11 this compehtivlc' dC!1 ""

should, In theory, Cflc'atl' major market..share ,,111 ff'.;

among playt'rs. lower prices and incrl'ds,' if

mand. Whethpf and when all that happen-, \\ill

depend in very large part on the activitil'S (If !Iw

Federal COnllllllnlCarionsCommissJOll and ol"'al.

utilitv commissions <IS they implement tilt' \ t.

• RBOC long distance entry applications be
ginning after August 8, 1996.

• Universal Service proceeding: Joint Hoard

• Access-charge restructuring: proceeding ini
tiated summer of 1996; Order likely by May
of 1997, simultaneously with the Universal
Service Order.

It is critical for investors to understand that
the Telecom Act of 1996 set into motion not only

the potential for substantial market share shifts,
but an enormo us rate rebalancing effort, Through
the more or less simultaneous proceedings on:
(l) intercOlUlection, unbundling and resale, (2)

access reform, and (3) universal service, the FCC
could, and probably will, transform the rate struc
ture ofthe industry, Notonlywill it transform the
local te!cos' revenue streams, it will significantly
change tht' cost structure facing tht' lXCs, CAPs,
md <,vt'n the CATVs, That is because the local

teleos' network is ont' of the key cost components

to thost' players, who use the LEC network to
supplement their own networks to reach end
USl'r~. In addition, by determining the timing of

RBOC entry into in-region long distance, the FCC
will determine the point at which large revenue

~treams open up to the RBOCs and greater com

petitive pressure faces the IXCs, The FCC will also

engage in many other proceedings over the next
year, but in terms of sheer dollar impact, these are

tilt' cri tica I ones. They are, therefore, the ones on
which we will focus.

LOCAL COMPETITION WILL SQUEEZE THE LECs

Until specific rules are promulgated by the

FCC and rates based on those rules are set by the
states, it is impossible to determine the precise

impact of these proceedings on any company's

revenues and earnings. But the direction is clear:
LEC revenues from the sale of many services and
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products will go down, perhaps quite sharply
down. To what extent the resulting gap will be
filled by new services including long distance
and video as well as by the Universal Service
Fund (USF) is the key unanswered question for
the LECs. The IXC's long-distance margins will
improve as a result of lower access charges, at
least until the RBOCs enter long-distance and
put pressure on long distance revenues. Thus,
the key unanswered question for the IXCs is how
soon RBOC entry into long distance will occur,
and whether the FCC's section 251/252 rules will
make entry into the local business easy and
profitable.

The pressure on LECrevenues will come from
share loss, from the conversion of retail traffic to

wholesale traffic, and from access-charge re
form. Market share loss will take several forms:
to facili ties-based service providers, to resellers of

the full line, and to unbundlers of the LEC Iwt

work. The revenues gained by a facilities-based
competitor are fully diverted from the LEe's IWt
work. Resellers and unbundlers only partially
divert revenues. Resellers will buy complete ac

cess lines from the LEC at a discount from the
retail price at which the line is offered to end
users. Unbundlers of the network will be able to
lease elements of the network, so that they can
combine them with other unbundled elements
and with their own facilities. The Telecom r\ct
requires unbundled elements to be priced at cost
plus a reasonable profit. It requires resold lines to
be priced at retail minus avoided cost. There IS

currently debate also whether the Act allows for
virtual unbundling, which is essentially resale
under the unbundled tariff. The unbundled and
resale tariffs are very different. That difference
creates significant opportunities for arbitrage

THE COST STRUCTURE OF WIRED NETWORKS

To understand why the Telecom Act mandates
resale and unbundling, it is important to under

stand the cost structure ofwired networks. Wired
telephony networks, and for that matter wired
cable networks, are essentially fixed-cost plat
forms. Most of the investment must be made up-

front and the operating cost of running the net
work is not much less at low penetration than it is
at high penetration levels. Not only are the costs
highly fixed, they are also highly shared, both
between subscribers and services. In other words,
cost is largely a function of homes passed, not of
subscribership or, in many cases, of the particular
services provided. Depending on the services in
question, costs may not be very sensitive to the
addition of new services. For example, while it is
expensive to add video to a telephony network,
because it requires new cabling and new electron
ics, it is not expensive to add caller-ID or voice
messaging, which require only the addition of
some software or processor capability. Similarly,
the local network does not care whether it is
proViding access for a local call or a long-distance
call: it uses the same plant in either case. And, for
that matter, it uses the same plant to reach the
subscriber for messaging and caller-ID.

Revenues, on the other hand, are onl y collected
from actual subscribers, not from homes passed
that are not subscribing. Furthermore, they are
usually charged on a combination of fiat-rate,
usage-sensitive, and service basis. Thus, total
revenues on a network are very sensitive to
subscribership, usage, and the services proVided,
but neither assets invested nor cost are very sensi
tive to those factors. What that means to the
bottom line is that return on assets is almost
entirely a function of total reven ues, si nce both
total assets and total costs are largely fixed. An
other way to say the same thing is that penetra
tion is one of the most important factors affect
ing unit cost, and therefore profitability. Aver
age cost per subscriber declines as penetration
increases and, conversely, rises as penetration
falls. Revenue per subscriber, on the other hand,

is flaton average, regardless of penetration. Thus,
Illcreased penetration, directly results in a hight'r

margin.

This simple fact has enormous implications.

It means that barriers to both entry and exit are
steep. It is difficult for a new entrant to survivt'
unless it reaches a fairly high level of penetration
on its network or can somehow reach unusually



3

JANNEY MONTGOMERY SCOTT INC.

high revenue per subscriber. The incumbent look.,

atthe same picture from the other side. With shan'

loss, the incumbent sees its cost per remaining
subscriber rise sharply and automatically, despite
any efforts it might make to contain costs. It nWdlh

that telephony is not merely a zero-sum game., bu t
a negative sum game. That is, as the new plaver
introduces nev, costs into the system, the Did

player cannot reduce his by an equal or gre.lter
amount. This is why telephony has tradition.,ill\!

been considered a natural monopoly.

It is important to remember, however, tha' in
real life, subscribers do not have identical usagt'

levels and, therefore, do not generate ident'Gll
revenues. But, in any given geographic area, t!lev
do generate fairly similar costs. Thus, new '"[I

trants can move toward profitability more rapi d Iv
by targeting low cost areas and aiming for '-ub
scribers who will generate above-average It'V'

enues. That has essentially been the strateg\ of
the CAPs, who have focused on low-cost urhan

areas and high-revenue business customers (fP

ating new servlcesor a higher perceived-valllt f()'

existing onps is on!:' way to raise revpnw' f1!:'!'
subscriber. Cream skimming is another, Thll~ to

optimize its profi ts, a new entrant will aim for tl1l'

highest possiblp penetration of the highest-rev·
enue-per-subscriber users in the lowest-cost geo,
graphic areas. Tht' IWW entrant's cr!:'am sk·JIl·
ming only exacerbates the incumbent's dilemma

The LEe's costs per subscriber still rise automati·

cally, but its rpv!:'nue per remaining average ..,ub
scriber decli np:,> si nee the high end is beIng n'
moved from the average.

OVERCOMING BARRIERS TO ENTRY

It is to help new competitors overcome entry
barriers that the Telecom Act requires the LEe'-. t()
open their networks to competitors. As Ilwn

tioned above, unbundling and resale are two ke~

mechanisms to accomplish this goal. Let us first
look at unbundling. It is supposed to bp prict'd al

cost plusa rpasonabJe profit. Whert' the retail 1dlt'

for a product or st'rvice is now highly profitablt:',

the elements that make up that product or serVlo'
will probably bt:' madt' available at a discount
from retail. In those cases wht're the retail r,lti'

today is unprofitable, because the cost is higher
than the retail rate, the unbundled rate may be set

above retail. We say may, rather than must, be

cause the Act did not specify what cost standard
the FCC and the states must use in setting the
unbundled ratt's. That, in fact, is one of the biggest

decisions the FCC must make. Depending on the
standard used, the unbundled elements could add

up to more or less than the current retail price.
Now let us look at resale. Because resale is man
dated by law at retail minus avoided cost, the
resold total line will almost surely be priced be

low retail. In those cases where the retail price is
below cost, the resale ratE will be even further

below cost.

These options lower the new entrants' cost.

Rather than suffering through the high cost-per
unit imposed by their own low penetration rates,
thp entrants can lease the line at wholt:'sale or

llnbundlt:'d rates that reflect tht' benefits of the
IIlcumbent's high penetration levels. Theyeffec
tively enter at the high penetration end of the

curve, rather than struggling through the low
end. Where their own costs are low, of course, the
new entrants can use their own facilities. Obvi

ously, the new entrants will arbitrage all these
possibilities in the way that is most economic for
tht:'l1l. Revenut:'s as well as costs enter the arbi

trage equation. Unbundlers can keep access
charges, reselJers cannot. Unbundlers also keep
far more of the profits from value-added services.

Thus, entrants will unbundle high revenue lines
and resell low revenue ones.

THE SQUEEZE IS ON

Clearly the ability to arbitrage those options
will create a squeeze on LEC revenues and earn

ings. The new entrant's optimal strategy obvi
ously is to cream skim the heavy users on an
unbundled basis, and resell the lines of the rest.

Furthermore, given a choice, the entrant will not
actively market to the low end. As it builds

volume, the entrant will divert even more rev

enues from the LEC, by replacing more and more

resold lines and tmbundled elements with owned
facilities. Thus, in each of these cases, the LEe's
take frolll the end -user is red llced. It is eliminated
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completely if the user is moved to the new
entrant's facilities. It is reduced by a set percent
age if the line is resold. If the line is unbundled,
it is reduced by the difference between the origi
nal revenue on that line and the new flat-ratt'
unbundled price. To put it another way, if the
end-user is being served unprofitably by the
LEC, no rational new entrant will target him. If
the end-user is being served profitably, he will
be targeted in the way that optimizes the new
entrant's profits. The various possibilities for
arbitrage created by the Act combined with the
political difficulty of raising local rates to cost
make a squeeze on LEC profits inevitable

ACCESS CHARGE RESTRUCTURING AND THE
UNIVERSAL SERVICE FUND

Access restructuring may well make the LECs'
problems more severe, or at least more immedi

ate. AI& I (T-$61), MCI (MCIC-$25) and others
have proposed that switched access charges be
reduced now to cover some variant of the long
run incrementa Icost of access. By most esti ma tes,
that would red uce access charges by 66-90'Yo from
their current levels, from 2.5 to 3.0 cents per

minute today to 0.2 to 1.0 cents per minute. If that
were done in isolation, it would be enough to
wipe out much of the profitability of the entin'
LEC industry, since switched access charges rep
resent about 1H% of industry revenues and oper
ating profits represent 22% of industry revenues.
We hasten to say that we do not expect the FCC to
take actions that would suddenly annihilate the
LECs. Not only would that be expropriation of
property, but it would threaten universal service,
which the Telecom Act clearly wants to protect.
Congress did not, however, make it easy for tht~

FCC to protect either universal service or th,'
LECs.

Congress anticipated some squeeze on the
LECs and prescribed the Universal Service Fund
(USF), which is supposed to help compensate

for at least part of the gap. However, the VSF is
not explicitly designed to deal with the full
magnitude of the financial problems that de
regulation and competition will create for the

LECs. Congress framed the VSF issue in the
context of subsidizing service to rural and low
income subscribers, and to education and
healthcare providers. The VSF is not explicitly
designed to absorb all othercross-subsidies.Con
gress mandates preservation of universal service,
but it does notcreate a mechanism that assures the
health and profitability of the LECs, who are the
only ones able to provide universal service at the
moment. Thus, while the Telecom Act places no
price ticket on the universal service problem, it
appears to imply one that is fairly small. In fact,
the squeeze in the LECs is likely to be very large.

An additional problem is that the Act can be
interpreted as decreeing that the USF should be
funded by all teIecom service providers, includ
ing the LEeS, If the USF is funded that way, it will
not do much tosoIve the LECs' shortfall. Much of
the money is likely to simply shift from one LEC
pocket to another, rather than flowing to the LEes
from the outside. Admittedly, that is the case
today. Cross subsidies flow, as mentioned above,
among various LEC products and services, as
well as from the long-distance and wireless carri
ers to the LECS. In general, business and urban

users subsidize residential and rural users and
heavy users of long-distance access and value
added services subsidize users of local telephony

The cross subsidies are accepted partly be
cause they seem to reflect usage and it seems fair

to charge for more usage, which, presumabl Yo
proVides more utility to the customer. The fact
that the cost of a line is essentially fixed, and that
usage creates almost no cost, is something the
public has never really learned. Thus, the public
accepts larger charges for heavy usage although

the llsage, in reality, creates almost nodifference in
cost. However, the new carriers entering the
local market understand the industry's fixed cost
structure very well and will take advantage of it.
The Telecom Act has guaranteed them the ability
to operate at the lowest cost, whether that is
either their own true cost or the LEe's. In fact,
under the resale tariff, it has actually guaranteed
them the right to operate below either one's true
cost. As we have already described, new entrants
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can build their own facilities, lease unbundled

elements, or lease the line in its entirety. These

options can be arbitraged against each other in the
way that favors the new entrant most. Therefore,
the LEC'sabilityto recover cross subsidies inone
part of its business to cover losses in anotherwi II

rapidly disappear.

The LECs themselves will no longer be able 10

shift money from pocket to pocket because <i I
their pockets will be arbitraged. Thus, they Ci'l

only be helped bv support that comes from (llJ'

side their own revenues. It is not at all clear tiLl!
the USF will be designed to provide all the SUI

port from others, or to do so in amounts adequate
to keep the LECs' earnings whole. At the san,,,
time, it is very difficult politically to raise Ill< ,i1

rates to fully recover the cost of providing !(lCd!

service. Thus, there is downward pressure to
ward cost-based prices where those are below

retail but an unwillingness to move up to cost
based prices where those are above retail.

GOOD NEWS FOR THE IXCs

What does all this mean for other industry

players? Access reform and unbundling are
excellent news for the IXCs. Access is an [XC s

biggest cost component by far. Even if we assun,,·
that most of the access red uctions will be passt"!
through in prIce cuts, which is likely once RBO( s

enter long-d istanceand intensify the price COlllpt·

titian there, the IXCs still benefit. Long distanct' IS

a fairly prIce-elastic product. and pnce cuts wil!
increase the industry's growth rate. Thus, th·

[XCs will be faclllg competition with the wincl <it

their backs. Their pnce cuts will be painless l(l

them because thev will be based on access charg'
cuts. Those are painful to the LECs, not till' IXc,

True, the [XCs will fact' share loss, but it ~vi II bl' I

the context of a rapidl'! growing industry. Jf PiW

has to face increased competition, those must Iw

the ideal circumstanct's in which to face it. T!lt'
(XCs are at severe risk only if they face RB(l(

competition in long distance before they can lS

tablish themselves in the local market and bef"I'
switched access charges decrease. That is a su'
nario we would characterize as potentially dey, h

tating but very unlikely to occur.

What is the likely impact of the FCC's actions

on the CAPs? To date, their primary raison d'etre

has been the ability to undercut access charges.
Were those flash-cut, the CAPs would be badly
hurt until they could adjust their strategy to
arbitrage some other aspect of the RBOCs' net

works. Unbundling and reciprocal intercOlUlec
tion, however, do have favorable aspects for

them. They allow the CAPs to supplement their
own networks at lower cost than they could by
building facilities in low volume areas.

What does it mean for the CATVs? The cable
companies want to go after residential custom

ers, using their own plant and reselling or leas
ing it to others. They, thus, need the best pos
sible price umbrella. They would benefit most if

local rates and the monthly fixed subscriber line
charge (SLC) were raised.

A CLOSER LOOK AT THE CALENDAR

Having discussed these issues at a very theo
retical level, let us focus more sharply on the
specifics, beginning with the FCC's calendar. By

August 8th, the FCC will issue its decisions on

the checklist items that must be met by local
phone companies to open their markets to com

petition. This list includes some of the biggest
ticket items, namely unbundling, resale, and
interconnection. After that order is issued, ap

plications for long distance entry are likely to be

filed by the Regional Bells. By law, the FCC will
have to respond to those, positively or nega

tively, within 90 days. Also this summer, the FCC
is likely to issue the Notice of Proposed
Rulemaking (NPRM) that will initiate the re
structuring of access charges. That process will

be finished next spring, simultaneously with the

order on universal service.

By August 8th, 1996, the FCC will issue its

order on sections 251 and 252 of the Telecom Act

of 1996, covering interconnection, unbundling,

resale and other parts of the checklist that must
be met by the local phone companies. This

checklist is also a prerequisite to RBOC long

distance entry.
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UNBUNDLING

In this order, the FCC will determine the cost
standard under which interconnection and un
bundled elements can be priced, as well as the
basis for resale discounts. Once these standards
are set by the FCC and implemented by state
commissions, competitors will be able to lease
LEC lines in their entirety or in part. In some
states, of course, that is already possible as a result
of state activity. [n those cases, the FCC's decisilln

will either confirm the existing agreements or
require some changes tothem.A sdescribed abo"e,
once these rules are in place, competitors will 'W

able to resell a line in its entirety under the res<1It:'
tariff, at a discount from. the LEC's retail ra'e.
Alternately, they will be able to lease and combine
the piece-parts with their own facilities, under the
unbundled tariff, on a cost-plus basis. They may
even be allowed to combine unbundled pieces,
without introducing facilities of their own, and
thus create "virtual unbundling," that is resale
under the unbundled tariff. The competitors will
arbitragethese tariffs against each other, and lease
under the most favorable rate. It is clear that this

will squeeze LEC revenues and margins. What
remains to be seen on August 8th and through
subsequent state activity is by how much.

The cost standards set by the FCC will have
enormous financial impact, particularly if the
FCC pre-empts the states and makes the stan
dards national. In order of importance, the issues
are: Are unbundled elements and interconnec
tion priced at marginal costoratsomething closely
resembling their full cost? Does the list of avoided

costs that is the basis for resale discounts support
large or small discounts? Are interconnection
rates symmetrical or asymmetrical between the
LEC and its competitors?

It is unclear so far to what extent the FCC will
pre-empt the states. There is considerable pres
sure on the FCC to do so, from the Justice Depart

ment as well as from the long-distance carriers
and other potential new competitors in the local
arena. They all believe that local entry would be

facilitated by a single set of rules nationwide. The

NPRM issued about this item on April19th seemed
to indicate that a substantial degree of pre-emp
tion is likely. However, some of the state commis
sions, particularly ones that have already ruled
on some of these issues, are eager to retain their
discretion over these items. Thus, pre-emption is
likely to be one of the hotter political issues. [n
financial terms, the impact on the LECs IS notclear
cut. Those local exchange companies whose state
commissions are sympathetic to them will do
better under greater state discretion. Those wi th
tough commissions are likely to do better if the
FCC sets uniform rules. Consequently, the LECs
appear to be somewhat divided on this issue.

While no final decision on a cost standard has
been made yet, consensus seems to be building
in the industry as well as among regulators
around a standard called TSLRIC--total service
long-run incremental cost. This standard could
be used to price unbundled elements, intercon
nection, and, probably, access charges. This stan
dard would define costs on a forward-looking
basis, assuming a newly engineered network that
IS optimally efficient. It would include both mar

ginal costs and some shared costs associated with
any given network element. Included in costs also
would be depreciation and a reasonable cost of
both debt and equity capital. The concept is pretty
clear-cut, but it does come with sonw variations
and its implementation raises some issues.

Just a few of those issues are: How does one
define what the optimally efficient network looks
like? [s it the same for all LECs in all geographies
or are there substantial differences? Given that
costs vary enormously with density, will un
bundled costs be de-averaged for density or aver
aged? How should stranded investment be
treated? Which shared costs should be included?
What are appropriate depreciation rates and cost

of capital?

Depending on the answers to these and other

issues, the LECs could wind up recovering under
TSLRIC as much as they do today under their
retail rates, or they could wind up recovering a
fairly small fraction of that amount. Various
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new entrants are affected also, of course, by this

issue. Their positions are quite different, d,·

pending on whether they look at the LEC~ as

suppliers of facilities or as competitors in the

business of supplying facilities. The IXCs W( ill '\
like to get the lowest possible TSLRIC ratt~s fpr

interconnection, unbundled elements, and a<:(·s~,.

The competitiveaccess proViders (CAPs)and G,bl"

companies (CATVs), who either hav,· or pIal II'

build facilities extensively, have a more ~,liI"

agenda. TI1l'v would like to have the 1(>\\ t'SI

possible interconnechon rates,since they wi! Inl,'d

to interconnect with the LECs exten"l vely. lu!

they would like to see high unbundled rates Ih:'

access charges, sInce they compete with th,' U C',
in supplying those facilities and services to , ·h

ers. There,thdAPsandCATVsneedahlghpl n

umbrella to make their entry viable.

The bottom line challenge for the FCC, then..

is to define a cost standard that sets rates at levels

that are not confiscatory vs. the LECs, that Me

low enough to make entry into the local maJ'kel
by the IXCs economic, and that ale high enough

to make the pJ'Ovisioll of facilities by CAl's and

CATVs viable. That has to be done, of COlII~e,

within the constraints of the Telecom Ad.

HOW FAR WILL LEe REVENUES SHRINK?

One way to help investors gauge the extent 10

which LEe revenueS rnight shrink as they ,Ire

converted from notal I to wholesale is to focus ,In

some of the ddtd that has been subnlitted to e'ie

FCC. MCI, in SOl11c' cases jointly with others, lid"
submitted a~t'rH'" of studies bv Hatfield Ass", ,

ates. The stud it's art' receiving considerablt' at!l'l

tion. Our own focus IS on the study that \\,'S

submitted by Me! in March of 1Y9Ii. T\v,) ot htT
studies, also subnllttl'd to the FCC lor consid.,·

ation in this proCt'SS, an' related to this t\·lal" h
study. The Benchmark Cost Model submiHt,,j

Jointly by MCI, Sprint (FON-$41), NYNEX (N'l"·.
$47) and US Wt'st (U5W-S31) in Decembt'r of Iqq~

wasan input to the March model, and both appl:,j1'

to have been inputs to the updated Hatfield mod·1

which was submitted jointly by MCI dndAT,~ f

May. Thus, we believe it is importantfor invest",·;
to be aware of tli< 1)\0.1",1 and to be able to dSc;"f"

the conclusions to which it might I..ad tlw H C

and tl1(' states.

Th .. March study estimated that the total
TSLRIC wholesale cost of the major LEes should

be $311 billion (Table 5, page 36). According to the

'itudy, the LEes' actual revenues were $82 billion,

of which about $24 billion cover customer opera

tions and corporate operations and are therefore

unrelated to the wholesale cost of the network.

fhat leaves net actual revenues of roughly $5H

f)illion, of which the model estimates only $36
!)illion to be justified. Hatfield accounted for most

l)f the $22 billion difference by a category called

'capital carrYlIlg cost on overbuilt plant," which
Iscalculated by Hatfield atabout$18billion. Most

of the rest is attributed to roughly $4 billion in

operational ineffiCIencies. Thus, were the FCC to
accept the conclusions of this study, ]t might set

wholesale rates that would total $22 hillion less

than the LECs' current revenues-..assuming total

conversion of LEC revenues from retail to wholt'
",alt,.

We do not expect that to happen, however, for

three reasons. One is that we are convinced that

the FCC does Ilot plan to destroy the financial

viability of any part of the industry. Another is

that total conversion of LEe revenues to whole

sale is a very unlikely event, since the LEes are not

Iikel y to lose 100".;, market share at the retail level

at any pomt, much less soon. The third reason is

that the study generates results that are puzzling,

even when tpsted against the model's own as

~umptlOns.

Our comments on the March Hatfield model

are based on data and assumptions from the docu

ment itself, unless we indicate otherwise. The

model postulates that investment by the major

LEes should total $131 billion. Hatfield shows

'actual investment" of $257 billion, and calcu

lates based on the difference between the ideal

SUI bilJion and that $2S7 billion that the LECs are

benefiting from" capi tal carrying cost of overbuilt

plant" In the amount of $1H billion. However,

according to both the ARMIS database and our

()wn calculations of net plant from annual reports,

the lEe,., net plant is closer to the neighborhood
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of $150 billion. The $257 billion is gross plant I'
is not clear why Hatfield used the gross plant
figure, nor how the LECs could be collecting (hI'
$18 billion on the basis of already depreciated
plant. If one makes the comparison between fhl'
model's $131 billion ideal investment and '111'
actual net plant, the excess plant is only about 520

billion, not $125 billion, as Hatfield calculates
While $20 billion is a large number in any contt'xt,
it would justify a figure at or below $5 billion, no'
$18 billion, as "capital carrying cost on overbuilt
plant." It is, in fact, quite striking that the mod pi's
ideal investment is so close to the LEes' actua I '11"

plant, since their plant was based on technologies
actually available at the time the investment was
made rather than on the model's forward-look) ng
technology. It is also worth highlighting to inves·
tors that we do not believe the problems with thl'
March study resulted from the use of TSLRlC as a
concept. It is more likely that the problems result

from the model itself. Thus,even ifwe see the FC:C

adopt the TSLRIC standard, we would not expect
it to result in such a radical rate cut.

A different cut at the model, done as a "sanity
check," also does not confirm the model's results

We used the model's own assumptions in testing
the model. We use the model's $131 billion as thl:'
optimal investment. We use the model's 40/60
split for debt and equity and the model's assump
tions that 7% isan appropriate cost of debt, 12':';' is
the appropriate cost of capital, and that the tax
rate is 40%. Those assumptions generate a total
pretax cost of capital of roughly $19 billion. The
model also allows for depreciation. We d id not see
a rate in the text, so we used a 10 year straight-Ii nl:'
rate, which generates another 513 billion of r."v
enue requirement. That adds up to $32 billion in
revenue requirements to satisfy the costs of l:api
tal and depreciation. Based on figure 4 on pagt' 22
of the text, we would also expect to see reg Ul re

ments based on the expenses needed to nm the
network. Given the $32 billion cost of capital plus
depreciation requirement, the $36 billion TSLRIC

wholesale cost identified by Hatfield allows only
$4 billion for the actual operating costs of the
collective LEC network. For comparison. we
looked at the equivalent cost for the tlnel:' major

IXCs. That cost, based on their annual reports and
investor releases, is roughly $9 billion. It seems
unlikely to us that the LECs can be expected to run
their collective nationwide network on half the
expenses spent by the IXCs_ The LECs' network,
after all, is far more extensive, since it has to reach
every home and business, while tl1l' IXCs' net
work is concentrated on high-density routes. We

do not attempt to judge what the Jppropriate
multiple of IXC operating costs should be for the
LECs. But it stands to reason that it is not 0.5. [n
fact, it stands to reason that it is well above 1,giVl:'n
the nature of the two networks. A multiple of 2.6
times the IXCs' costs would bring the total whole

sale revenue requirement to the $5H bill ion that the
model claims the LECs actuall y received. Th us, as
we assess the potential revenue shrinkage, vve
havl:' to assume that the multiple will bl:' sonw
where between 1and 2.6, that is to say that the loss
of revenues to the LEes is likely to be substantia II y

less than the $22 billion generated by the Hatfield
model. Having said that, we should note that
while we do not expect the FCC to devastate the
LECs' financials, neither do we expect the FCC to
keep the LEes' revenues whole.

INTERCONNECTION

Moving on to interconnection rates, the focus
of concern becomes less what pricing standard is
used than whether pricing is symmetrical be
tween the LECs and their competitors. The rea
son the pricing standard is of less concern is that
it is reasonable to assume that in most cases
traffic will flow evenly between the two sides
and interconnectioncharges will wash if they are
symmetric. However, if they are not symmetric,
then significant funds could flow from one side
to the other, most likely from the smaller new

entrants to the LECs. Asymmetric pricing is in
t'ffect in several states. In New York, for exam pip,

undl:'r the "payor play" rules, entrants who are
not willing to serve all customers in th,'ir Sl:'rv111g
area pay an average l.H cents per minute more to

NYNEX for interconnection than NYNEX pays to
them. In several states, there is a higher rate for
interconnl:'cting at the tandem switch than at the
l:'nd office. The rationale is that there is more cost
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involved in getting to or from the tandem. To get
to the tandem, a call first passes through an ,-nd
office and then is carried over inter-offi ce facdi ties
to the tandem. Since the LEC is present at eVt'ry
end office and the new entrants may well not b.,
able to build to each end office, this rule favors I h.,

LEe. Among the new entrants it also fav()r~

AT&T, which has more extensive facilities C!r',*'1

to LEC end-offices than other new entrants.

RESALE

The final critical costing issue is resale. Re
sale, by law, is priced under a completely differ

ent method than unbundling. The Telecommuni
cations Act of 1996 requires LECs to resell at
wholesale rates any retail telecommunicatIons
services that the LECs offer. The wholesale rat','s
are to be determined by state commissions on th'

basis of retai I ra tes, "excluding the portion thereof
attributable to any marketing, billing, collect/nil,
and other costs that will be avoided by the Incal
exchange carrier." The conventional phraSing lor
this has become "retail min us avoided cost.' There
are a number of state precedents in place alread v,
with discounts that range from 5-25°;':,. The prece

dent also is to allow the underlying facilitit's
supplier to retain access charges. All of these are
likely to be re-examined in the light of the FCC s
guidelines, defining "retail rates" and "avoidci
cost."

The discount issue is highly controversia:
LECs claim that avoided cost is in the range of
roughly -10-Hn-;" while IXCs claim that discounts
on the order of 20-40% are in order. As we see it,

the crux of the controversy is that there is very
little, if any, cost avoided by the LEes when they

resell their networks, but there is considerable
cost that has to be covered by the new entrants
That is to say, the total cost of resale for the

wholesaler and retailer combined is generally
greater than if there were only one party in

volved. That is because there are now two parties

spending Oil marketing and sales, as well as pro
cessing orders, proViding pieces of the billing
process, dealing with various aspects of customer
service, and dealing with the compleXities of coor

dinating with each other. Churn is also greatly
increased, generating more cost.

The LECs still have to run their networks,
maintain them, process orders, keep track of traf
fic, etc. They may avoid the cost of billing end
users directly, but they still have to provide billing
information to their wholesale customers. Their
costs may in fact rise, because the new entrants are
likelY to cause additional churn beyond normal
moves and adds, which will cause more discon
nects and connects than the LECswould have had
to deal wi th normally. That not only creates extra

. one-time costs for the actual connects and discon

nects, but is likely to raise overall maintenance
costs, the reality being that more "hands in the

plant" inevitabl y increase maintenance problems.
Marketing costs are also unlikely to decline for the
LECs under competition. If anything, they will
have to market more heavily to protect their mar
ket share. Thus, we expect little saving on the LEC
side to justify much of a resale discount.

There is, however, also a lot of cost on the side
of the new entrants. They also have to market
[wavily, provide customer service, participate in

order processing to some extent, keep track of
maintenance even if it is actually performed by
the LEC, provide a bill and collect revenues, etc.
They Illay need to provide deep price discounts to
end-users to gain share. For all these reasons, the
interexchange carriers have argued that they
need a large discount to make a profitable or at
least break-even business out of resale.

It is important to note that the lXCs' argument
was apparen tl y rejected by Congress, w hich chose,
aftt'r lengthy negotiations, to set a standard based
on LEC avoided cost, not on the new entrants'
costs or margin requirements. Presumably, Con
gress envisions resale as a small-scale, short term
transition mechanism, and prefers to encourage
IWW entrants to build their own facilities rather

than simply resell the incumbent's network. The
problem with that is that it takes a lot of volume to
lustify the bUilding offacilities. [n dense business
ueas, it may not be too difficult to build enough
volume and revenues to get a decent return on a
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fiber ring. But in less dense areas and in residpn

tial areas, in particular, it takes a lot of marke'
share to create enough volume to justify a seC( ,ne

network. Thus, resale can be an important sha it'

building mechanism, particularly in the resicLn
tial market, for anyone starting a new networ,

However, for those who already have a n,t

work in place or ready to upgrade, LEC resalt' i ,I

source of competition. Thus, the picture is furth'l
complicated by the split among the new entrall'o.,
The CAPs and C\TVs, who have facilitIes In pL, t

or hope to upgrade their networks to proVl il'

facilities to the (XCs in competition with the LH .;,

would like to see a very small resale discoll it

offered by the LECs. Their hope is that It will gl e

them a large pnce umbrella whJCh will enal' .'
them to persuadl' the (XCs to use the C\P at j

CATV networks for resale, not the LEC networb.

Thus, ironically, as on unbundled rates, the

CAPs, CATVs and LECs would all like a price ,IS

high as possible (small discount), while the IXC s

and pure resellers would like rates as low,;s
possible (large discountL

As far as we can see, the FCC's potential role

in this whole debate is to offer the definitions of
"retail rate" and "avoided cost." It is unlikely
that the FCC will decree a specific number db,

count, for two reasons. One reason is purel-.
political: to do so would step pretty hard on til,
State Commissions' tm~s, The other T.'ason is tiki!

each company's cost structure is somewhat d iffel
ent, and thus likelv to result in a different actu,];

discoun t. Differen tl y structured contracts IV iI) i

obligations assigrwd differently among the pa

ties also are likely to result in different cost pI!
tures. Thus, a gelll'I1c number IS unlikely to makl

sense. The FCC can, however, specify what C<J~;t:,

should be considered in the avoided category.

It is important to note that because resale

prices mirror current retail prices, they contain
within them the cross-subsidies that are built

into the current retail rate structure, On the othe I

hand, unbundled elements are to be priced at
cost-plus, under whatever definition of cost tht'
FCC chooses. Thus, unbundled elements will
not mirror retail prices and will not reflect f h,

current system of cross-subsidies. It is, of course,
inevitable that with such different standards for

pricing unbundled vs. resold facilities, new en

trants will arbitrage the two standards against
each other. That is made particularly easy by the
tact that the products and services which proVide
most of these cross-subsidies to local rates are

switch-based. In fact, the chief characteristic of

access charges, toll, and value-added services is

that these services all have the switch as their
prnnary cost component. Their other characteris
tIC is that they are priced way above their marginal
cost. Now, on the scale of network investment,
switches are pretty cheap. Thus, it is economic for

many new entrants to install their own switches
d nd pick off these profitable products and ser
Vices. When they do, the LEC is left with sub

stantial revenue deficiencies, unless the unprof
itable products and services can be priced at their
true costs. That, however, is politically unpalat

able--poIiticians are not eager to announce large
hikes in basic rates. And in rural states, the hikes

would be very large, indeed, if consumers had to
cover the true cost of service to a remote farm 01'

ranch.

An illustration may help here. Let us take two
customers. Jones' monthly bill is $20, all basic
local service. The local portion of Smith's monthly
bill is $100, $20 of it basic, the rest access charges,
to]1 and value-added services. Let us assume a

20"{, dlscount from retail under resale. Let us also

assume that the unbundled I(Xlp can be leased for
$24, which happens to be the NYNEX rate in New
')'ork. A rational competitor will resell Jones' line
for $1 h ($20-20%) rather than pay $24 for a $20

custonwr's loop. The competitor will not, how
ev.'r, resell Smith. Under the resale tariff, the

competitor would pay $80 to the LEC for Srni th
(~lil()-2()o'~») and net $20. Under the unbundled

tanfE, the competitor would pay $24 for the loop
dnd bear his own switching costs, which are likely

to be I n the neighborhood of $10 for this customer.
The competitor will clearly lease the line under

the unbundled tariff if he is allowed to retain the
access, toll and value-added revenues on that line,

bt'cause he nets 576 before his SWitching costs and
l!Jout $66 after. Naturally, the results would look
.()nwwh.rt different if the unbundled rate were

-,
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lower or the resale discount much more steep, bllt
they would still point in the same direction.

VIRTUAL UNBUNDLING MAnERS

It is not difficult to see that arbitrage of un

bundled vs. resale rates leaves the LECs exposed
to cream-skimming, and threatens serious fl'

ductions of their revenues and margins over
time. Further complicating matters is an issup,
known under several names as virtual unbun·
dling, virtual resale, or rebundling. This issUt
which is becoming a matter of rather hot debate. I'·

whether the unbundled tariff can be used by

competitor whose network consists entirely (l

almost entirely of LEe facilities. Part of tha'
question is whether the competitor would be 'II
lowed to retain the aCCt'SS charges on such a liIW

Virtual unbundling matters for two reasons

One is the timing of entry into the local market
and the other is the profitability of that entry.
Moving a customer's loop from one carrier's
switch to another's is a time consuming activity.
An RBOC is likely to be able to move at most a
million lines in a given year, or roughly Sly" of its

lines. The LECs' constraints in connecting un·
bundled loops may well be most problematic in
the early years of local competition, for two
reasons. One is that processes and systems have
not yet been perfected. The other is that the
largest share swings mav occur when the market
is first opened.

If competitors gain large chunks of market
share rapidly, they cannot be fully accommo·
dated under actual physical unbundling of loop
from switch. They can, however, be accommo·

dated rapidly and in any large quantity if the
loop and switch do not have to be physically
separated--ie., under resale and or under virtual
unbundling. Physically the two processes are
identical--the loop and switch are never sepa
rated and so there is no limit on the number of

lines that a competitor can take in a short period.
But the pricing is very different. As explailwd
above, under the resale tariff there is a discount
from retail that will probably be narrow and may

well be an identical percentage of the end-user's
bill regard less of the size of that bill. LJ nder the

unbundled tariff there is a fixed, cost-based price
for the elements, regardless of the size of the end
user's bill. Thus, under the unbundled tariff, the
percentage discount from retail could vary enor
mously depending on the size of the end-user's
bill and depending on which carrier is allowed to
keep access charges and value added revenues.
Virtual unbundling would allow the IXC (or
other new entrant) to physically resell the line
but to do it under a tariff that makes it possible to
cream-skim the LEC without having to make any
capital investment. It is an IXC's dream and a

LEC's nightmare.

Both parties make credible arguments for their
position under the Telecom Act, which is to say
that the Act seems to give no clear guidance.
There seems to be little dispute that the law in
tends new entrants to be able to combine un
bundled elements with their own facilities under
the unbundled tariff. There is also little dispute
that if a new entrant combines its own switch with
leased unbundled loops, the competitor gets
whatever revenues are generated off that switch,

namely access charges and some value added
,ervice revenues. What is under dispute is what
lappens if the competitor does not contribute its
mn facilities, but simply resells those of the LEe.
l"he law is not very clear on this issue--in fact, it
:,l'pms self-contradictory. The Telecom Act clearly
.dlows resale at retail minus avoided cost. It also

dearly allows unbundling and the combining of
unbundled elements. But it is not clear that it
<' !lows those combined unbund led elements to be
tlriffed under the resale tariff, nor that it allows
I: ypass of access charges under virtual unbun
(11 ing. In other words, it is not clear that Congress
J'iwant to offer t/w competitors a choice of tariffs

nder which to resell. The LECs argue that virtual
unbundling is in fact resale and ask why Congress
,":'eated the resale tariff if it wanted competitors to
(1:' able to buy the whole line on an unbundled

hlSIS) The IXCs argue that in buying all the
,:,lements of the line on an unbundled basis at cost-

us, they have fully paid for the line and should
nllt be charged access charges on top of that. The
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Justice Department has supported the IXCs in this

instance, because it believes virtual unbundling

will accelerate competition. Congress prm !d,'d

little explicit guidance on these issues, nor ill! tha f

matter on access charges in genera I.

We have belabored this somewhatarcane poinl

because it has significant financial implications

in the early years of competitive local entry. I f till'

FCC allows competitors to enjoy virtual 1Il1'lUil

dling, they will be able to cream skim the LEt Sh

fast as they can get end-user market share If il

does not allow it, they are limited by two f,ll '01 s·

~the speed of Ihei r own facilities deploymen. al! ci

the rate at which LECs can move Iines from iH'i

own switches tll their competitors'. If com pet !tors

have to pay resale rates on lines that are not ull)

unbundled, or pass back the access charges " .:. 1(;

the LECs, the competitors can cream skim ll! d" d

limited part of the LECs' base: about 5% (l' tht,

lines in the first year, 1()O;;, in the second, etc nIl'

constraint, of course, is that the LECs cannot ge·
more than SfX, Illoved to the competitor 's SWItdl III

any given year, at least until more rapid PW(YSS'!!.

are developed The competitors will have to"en.

the rest under resale tariffs that are not profltabll'

to them. Thus, it would be very problematic for

the IXCs if the FCC forbade use of virtual unbun·

dling. However, if it allows it, then the siphon·
ing off of the LECs' profits is accelerated, Virtu,\!

unbundling would also be problematic for tlw

CAPs. The CAPs' primary business todav l'
access bypass. If IXCs can accomplish the saml

goal with virtual unbundling, the CAPs will 101..1

their reason for being. Over Ii me, (,I' (: n I rs-,'

actual unbundling will largely take over ron

virtual unbundling, as competitors rnah ihell

investments and get their facilities conlw, ted

Thus, the issue is primarily a short term issue

It is, however, a short term issue that may well

have some relevance to RBOC 10ng-distanCl!

entry. For one th ing, the DoJ and FCC may not feel
that they can allow RBOCs to enter long-distan( \'

if they are unable to fill many orders fot un

bundled lines 111 a tlmeframe comparable to then

own retail order-fulfillment. To put it <l1",th,,!

way, the unbundling requirement could in, i 10"

implementation criteria rather than simply be a

list of elements. Secondly, this issue may be con

sidered in relation to RBOC entry because it could

have a large impact on the stability of each

industry's profits.

Again, a hypothetical example may help clarify
the issue. Let us assume that both tJ1t' RBOCs and

the IXCs begin competing in each other's markets

on the same day. Letus further assume that within

a year they both convince the same number of

end-users to switch, and that number is large, say

15f V" share per RBOC. That amounts to roughly 3
million Jines per RBOC. We are using 15°,{) be

cause that is the market share Southern New

England Telephone (SNG-$42) has taken in Con
necticut in one year. The RBOCs are entering long

distance on a resale basis. They can connect those

3 million customers to their leased long distance

trunks within days, or at worst weeks. They will

be in the long distance business immediately.

Based on contracts that have been announced, it is

likely that they will get discounts on those trunks

of at least 80% below retail. Thus, they will not

only be in the long distance business immediately,

but profitably. Long distance, thus, will provide

the RBOCs with cash flow fairly quickly to com

pensate for some of the cash flow they wil Ilose ou t

of their local business. In addition, if most of the

share they lose in the local market is under the

resale tariff, their local cash tlow loss will be fairly

minImal.

This hypothetical picture is very different for

the IXCs, unless they can practice virtual unbun

dling. The IXCs' will lose large chunks of share

and profits to the RBOCs in the long distance

market immediately. However, they will not be

able to gain compensating profits out of the local

market for some time, since the RBOCs, as we

mentioned earlier, cannot connect more than about

1 million lines per RBOC per year. The 3 million

customers could take 3 years to be served on a
fully unbundled basis. Thus, the IXC would be

forced to use resale. However, the resale dis

counts that have been granted in the local market

so far are in the 5-25% range, not the 80% level.

Thus, the IXC's local entry under resale will not be
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profitable. The IXCs will lose profits out of long
distance without being able to make them up in
the local market. If the FCC allows virtual unbun ~

dling, both sides can immediately and profitabh
serve whatever customers they gain, and can tak,'
cash flow from each other's businesses. This issu.
has concerned investors for some time now. Thu;,
investors will focus on the FCC's ruling on virtual

unbundling.

The converse is also important to understand
If the FCC does allow virtual unbundling but doe,
not allow the RBOCs into long distance rapidl\'
then the RBOCs will lose large portions of thell

local revenues without being able to compensah'
for them out of the long di~tance business. Thl'
financial stability of each side of the industry

depends primarily on one or two critical FC<
decisions. For the IXCs, it is critical to have tru!'
and profitable entry into the local market before
the RBOCs enter long distance. For the RBOC~
it is important not to have a long lag after the
IXCs enter the local market, before the RBO('
enters long distance. It is also critical to have
wholesale rates for unbundling and access that
are realistic. If the FCC requires virtual unbun
dling to ensure the health of the IXCs, it also
needs to ensure that the unbundling is done ,1t
rates that do not facilitate uneconomic cream
skimming of the LECs' base. Some cream-skin!~

ming is inevitable in an ybusiness,but what Inve',
tors will want to track is how extensiv.> it is likek

to be.

REGIONAL BELL ENTRY INTO LONG 015TANCE

In the August decision, it will be important to
watch not merely the pricing of unbundled ele
ments, but the list of unbundled elements itself

Its length, the likely difficulty in implementing
it, and whether all of it is a prerequisite to RBOC
long distance entry are likely predictors of the
speed of RBOC long distance entry. The more
items there are to be unbundled, the further thl'y

are in the field, and the more interfacing of
operating systems has to be completed, the longer
it will take to meet the checklist for long-distance
entry.

Shortly after August 8th, the FCC is likely to
begin receiving RBOC applications for long dis
tance entry. The key issues to watch here are:

1. How much discretion is left to the states on
various checklist items? In many cases, the
more discretion the states have to set the
rules, the easier it will be for the RBOCs to

enter long distance.

2. How extensive is the list of unbundled ele
ments? How much of it is a prerequisite to
entry?

3. Have mechanisms like virtual unbundling
been put in place to assure that the long
distance companies can benefit fully from
local entry to compensate for the long dis
tance revenues they will lose? Conversely,
will the RBOCs be able to benefit from long
distance entry soon enough to offset their
loss of local revenues?

THE IMPLICATIONS OF ACCESS CHARGE
RESTRUCTURING

A very large part of the equation of financial
stability for the industry is rational access charge
restructuring. This summer, the FCC is likely to
issue its NPRM on access-charge restructuring.
This item should be completed next spring, at
the same time as the universal service proceed

ing. In the short run, it is potentially the single
biggest-ticket item, because it will reprice a sub
stantial piece of the LECs' revenues. It is, thus,
the most immediate potential threat to LEC earn
ings. It is, conversely, the single biggest poten
tial boon to the long-distance carriers' earnings.
It also could have serious negative implications
for the CAPs.

Access charges are paid to LECs to compen
sate the LECs for carrying calls between the end
user's premises and the IXC's switch. Most of

that compensation comes from the long distance
carriers, but some of it comes directly from end
users. Access charges constitute a pool of roughly
S2Q billion in total for the industry. Of that total,
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about $7 billion is collected through the! xt:d

monthly subscriber line charge (SLC) paid b\ tlw

end-user. Of the $22 billion paid by 10ng-disLIl1( e

carriers to the L,ECs, just over $7 billion is lll!dn

state jurisdiction. for instate interLATA ca lis \Ale

estimate that about $6 billion of that $7 billiil S

for switched intrastate access. Of the remalliing

$15 billion that is under the federal lurisdlCi lOll,

about $3 billloJl is collected from bulk lIser~, ,n

der special-access tariffs. Roughly $12 billl()! ....

collected on a per-minute basis for Inter.... lale

switched access. Thus, access charges are a very

large source of revenues to the LECs, nearly ,0""

of their revenues. For the IXCs, conversely,

access charges constitute a cost, in fact, t!lei r
single largest cost, amQunting, on averagl', to

rougWy half of their total costs. Finally, for the

CAPs, access charges have provided an impOl

tant opportunity to compete in the local markel.

CAPs have traditionally gained revenues by llI1

derpricing the LEes on access charges, both

switched and special.

It is generally agreed in the industry that

switched access charges are priced far above

cost. While there is quite a range of estimates, on

a purely marginal basis, switched access charge,s

appear to be priced as much as 80-90'1., abow

cost. Even on a TSLRIC basis, which indudt's a

substantial amount of shared cost and overhead"

the range of industry estimates that we have seell

would indicate that switched access is priced 66·

80% above cosL That means that on a pUlI'l1

ma rgi na IbaSIS,. In tersta te swi tched access cil.;r~:e~,

are priced $I()-] I billion above cost,. and I "

TSLRrC basi .... they are priced $7-Y bi Ilion al:, 'v,

cost. Intrastate access charges could easil) bt:

another 54-5 bi IlIon above cost on a TSLRrC b<l-,i"

To sum up, the combination of $18 billion slate

and federal switched access charges appear~, to

be above TSLRIC cost by $11-14 biJIion.

The reason access charges are so far above

cost is that regulators have used access charges as

a way to get long-distance customers to subsi

dize basic local users. Local rates have tendfcd to

be priced below (ost, especially in rural ,md hlgh

cost areas, and Jcce"" charges, as well as toll ,md

value-added st:'rviu'~., havt:' made up tilt' ddftr

ence. Since much D" the long-distance re-"l 'It'

comes from businesses, much of the cross-subsid y

has been from businesses to consumers, a politi

cally popular move. In a monopoly environ

ment, that kind of cross-subsidy was sustain
able. Under competition, it will not be sustain

able. TheCAPshavealreadybegun the process of

bidding away access charges from tile LECs by

underpricing them. The enormous price Ulll

brella proVided by the LECs has made that easier

for the CAPs. Unbundling will further accelerate

the process of bringing access prices down to cost.
rxcs can combine their own switches with LEC

unbundled loops to avoid paying access charges.
As discussed above, if virtual unbundling is al

lowed, the lXCs will not even have to invest in

thel rown swi tches tobypassaccess cha rges. These

processes dearly will bring down the price of

access close to its cost over time.

However,access charges may be broughtcloser

to cost much more abruptly under the access

charge restructuring proceeding that is being

considered by the FCC. The IXCs have asked the

FCC to bring access charges down to cost imme

diately. The IXCs' argument is that the Telecom

Act forbids implicit subsidies. Therefore, the

amount of subsidy that is necessary should be

made explicit and moved to the Universal Ser
vice Fund. As mentioned in the discussion Oil

sections 251/252 above, consensus seelllS to be

forming around TSLRIC as a cost standard. Vari

ou" industry players estimate TSLRIC cost per

Illinute of switched access between o.s and 1.0

cent per minute, vs. a current average rate be

tween 2.5-3.0 cents per minute. Depending on

whose estimate is accepted and assuming that

states as well as the FCC reprice switched access

at TSLRIC, access charges would be cut by $11-14

billion. Were that done in isolation, that would

be enough to cut the LECs' operating earnings by

roughly 40-50%. Even just the federal portion

would result in an operating income cut of 25
35'\•.

We hasten to point out that it is not likely that

the FCC and the states would take such radical

action, nor that they would take it without pro

viding at least some compensating sources of

revenues. It is more likely that the phase-down

of the per-minute interstate access charges will
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be gradual. It could be accompanied by a corre
sponding increase in the SLC. Every $l/month

increase in the SLC would make up for jusl
under $2 billion of the deficiency. On the state
side, some of the deficiency could be made up b)
gradual increases in local rates. The Universal

Service Fund should provide another mecha
nism for dealing with the problem. Having said

all that, it is not clear what the sum of all thesl'
partial solutions will be, and how much of the
gap it will fill.

What does access restructuring mean to HlP
IXCs? That depends not only on the size of the cut

in switched per minute prices, but also on the'
compensating mechanism. F.or the sake of argu

ment, let us assume that per-minute switched

access charges are cut by $11 billion. Now let u~

assume that the entire $11 billion is made up bv

increases in the SLC and local rates, all of \\fhlch

are paid by end-users. In this case, the [XCs keep
the entire $11 billion cost reduction. They can use

it to cut prices to stimulate long-distance growth
and they can keep some of the benefit to improve
their margins. Which mix of those actions thev

will take depends on the intensity of competition

in the long distance market. If, however. much of
the compensation comes from the USE then the

lXCs' net cost-cut is smaller. Let us assume the $11

billion is split between SLC and USE with $/1

billion coming out of the USE Let us further

assume that the USF is funded in proportion to
total revenues, with the lXCs contributing about

one third of the Fund. In that case, the IXCs would
funnel back $2 billion through the USF dnd receive'
a net cost reduction of $9 billion. On the other

hand, if the LJSF is funded entirely by the [XCs,
then their net cost reduction is only $5 billion. The'

numbers in this paragraph are hypothetical and

represent extreme cases. They also inc! ud e both
federal and state access charges, on the assump

tion that while the FCC does not have jurisdiction
over the state piece, it is likely that many states
will mirror the FCC's actions on this issue. The

bottom line on access restructuring, any way we
look at it, is positive for the IXCs. It is just not

clearwhat the size of that positive impact will be.

For the CAPs, the bottom line on access re
structuring is negative. Much of the CAPs' busi-

ness is based on undercutting the LECs' access
charges. Any reduction in access charges reduces

the umbrella over the CAPs' per minute or bulk
access prices. If much of the compensation to the
LECs comes fmn the USF, the CAPs' business
may be hurt even more. The IXCs' contribution to

the USF does not dependon whether they use LEC
or CAP facilities, and therefore their U5F contri

bution does not incent them to switch to CAP
facilities. In addition,a large USF could add to the
CAPs' costs, if they are expected to contribute to

the USE They would really be squeezed if their
price umbrella were lowered at the sametime that

their costs rise. On the other hand, if the solution

IS a higher SLC or higher local rates, there may be
some benefit to another part of the CAP's busi

ness. Those increases would raise the price um

brella over the tlat per-line rate charged by the
:::APs to end-users. This is not currently a large
part of their business, but could become more

;ignificant if the price umbrella over that part of
,he business rose. Cable companies, who plan to

go into the business of providing local service to
consumers, would benefit from a higher SLC as

well, since it would raise the price umbrella over

their monthly telephony rates.

Another alternative, worthy of at least a brief

mention. is one the FCC has used in Rochester, NY
City, and Illinois. In those cases. the FCC is allow
i'lg the LECs to charge a portion of the access

( hargesdirectly to long-distance carriers, whether

('r not they USt' the LEC's network. That is obvi

('usly very helpful to the LEe. This is the only
instance we know of in which a carrier is actually
rartlv compensated for share loss. Inasmuch as it

r..rlt'cts the t'conomics of fixed-cost networks, i.e.
"lStS do not decrease just because volume does,

'he solution makes t'conomic sense. The problem
,. that it makes it harder for new entrants to

,:ol11pete, because the IXC has to make some pay-

Tent to tilt' LEC ew'n if its uses its own network or
d r\ ["s T::', s, (11' bypass beconH's less attractive.

\-\en' the r'Cl to implement this practice broadly,

it would be harmful to the CAPs.

As the FCC looks at all these issues, it views
them as inter-related parts of a single equation.
That is why the FCC is likely to issue the access
NPRM in the same general timeframe as its
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of the traditional major players. A strict construc
tion of the law could lead to results that totally

destabilize all parts of the industry. Radical re
structuring of LEC rates via unbundled prices and
access rates set at a marginal cost would destroy
LEC profits in one swipe. It would also destroy

the CAPs, who have not yet had a chance to
establish a major business for themselves other

than access bypass. Rapid, wholesale entry of
LECs into long distance, before the IXCs have had
a chance to establish themselves well enough ill

the local markets to begin to draw cash flow from

those to compensate for the revenues and cash
flow that will be lost in long distance, would

devastate the IXCs. That is, in turn, a major threat
to local competition, because the IXCs with their
capital and more importantly with their brands

and market share ultimately proVide the best hope
for wresting residential share from the LECs. The

FCC understands these issues and is not inter

ested in creating such dire results. It is interested
III having healthy competitors enter the local mar

ket profitably, but it is also interested in keeping
the LECs healthy, so that they will be able to
continue to provide universal service for a long
time to come,

It is our belief that investors have focused on
the risks to the IXCs, but have not focused as full y

on the risks to the RBOCs. Thus, we continue to

recommend purchase ofAT&T and MCI, but have
only HOLD ratings on the RBOCs (other than

Pacific Telesis (PAC-$33) which we would sell,
because of the enormous downside should the

merger with SBC (SBC-$49) fail).

ruling on unbundling and resale, and why it i!>
likely to issue the final orders on access charge!>

and on universal service simultaneously.

As the FCC addresses the USF, some of the ke}
issues it is likely to consider are: How larg~'

should the USF be? Who should contribute? Who

should draw Jlloney out of it? Our reading of the

Telecom Act ind icates that Congress had a fa I rI Y

small fund in mind, created to compensate ((1m·

panies who are carriers-of-Iast resort for the bid'

den of serving rural, high-cost, and low-incoIIH'

end -users, as well as for serving schools and S<l:' Il'

other important Institutions.

There are two different passages that deal With
the iss~eof who should contribute tothe U5F: one

indicates that it should be all telecom providers,
and one limits It to providers of interexchan\!,f'

services, If the FCC rules that all carriers must

contribute, then the net subsidy to the LECs wil!
be reduced by tl1l:' amount of their ,ontributJ<.n

Again, an example. Let us assume that switdwd
access charges today contribute $11 billion in Sllh

sidy, and that the SUbSld y is elimmatt·d overlllgh t.

Then the LECs would have a revenue deficienc\ If

511 billion. Now let us assume that a USF is
created, which amounts to $11 billion. If the
contributions are troll'! the IXCs and other partH's
not including the LEe,s, and the LECs are the on IV

ones who can draw on the fund, then their S) I

billion deficiency wi II be made up. However,1 f
the LECs are also expected to contribute to li!t'

Fund, in proportion to their revenues as a pern'll (

age of industry ITvenues, then they will contllh
ute most of the money in the Fund, about $7 or 'i,H

billion. Their net take from the Fund will only!'t,

$3-4 billion, and they will have a revenue del:

ciency equal to theIr cnntribution.

SOME FINAL THOUGHTS AND RECOMMENDATIONS

We have touched on each of these issues sepa
rately, but we believe the FCC is looking at them

very much as pieces of a single whole. The FCC

understands that each of these issues would
move large flows of funds from one sector of the

industry to others. The FCC also understands
that it cannot afford to seriously damage the
financial health of any sector, particularly thos!'

This InfOfmallonissenttoyO'J fOl lolormative
purposes only and In no event should be
construed as arepresentation by us Of as an
offer to sell or solicitation of an offer 10 buy
anysecuribes. The tactuallnformabon given
herein IS taken from sourceswhich we believe
to berehable, but IS not guaranteoo. by us as
to accuracy Of completeness. The opinions
expressed should be gIVen only such weight
as opIll1ons warrant. This firm and/or its
officers and/or members of their families
may have a position In the securities
mentioned and may make purchase and/or
sales of such secuflbes ~om time to tIme In

th€ open market Of otherNlse. Additional
Informabon relativeto thesubjects discussed
IS available In our offices
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